
...

Pacific's price cap. except that there would be an offsetting Z-adjustment after 15 years

when the historical liability is entirely amortized.

.We have been asked to determine whether--and to what extent--FAS 106

accounting qualifies for treatment as an exogenous eost change under the price cap

plan promulgated for the interstate services of Tier 1 local exchange telephone

eompanies (LECs). To answer this question, we must examine three eeonomic issues.

First, adoption of FAS 106 leads to a change in aeeounting eosts. In what sense does

this change represent a change in costs that should be reflected in a regulated firm's

priee cap? Seeond. is this change in costs beyond the eontrol of a regulated firm so

that its efficiency incentives would not be diminished if the eost ehange were passed

through in prices~ FJ~ .. \, what ponion of this ehange in eosts will be automatically

recovered through an increase in the rate of inflation and what ponion remains to be

recovered through an exogenous cost change to the firm's price cap?

Our eonclusions support exogenous cost treatment for FAS 106 eost changes.

First, we find that adoption of aecrual accountina for postretirement benefits represents

an accountina recoption of proper economic costs. Prices under price caps were

initially set usina cash ac:countina for postretirement benefits. Thus a ehange in the

price cap is necessary so that prices will reflect the eCODomic cost of serviee. Seeond,

adoption of FAS 106 acc:ounting by the FASB aDd by the FCC is cenainly beyond the

control of the regulated firm. Moreover, a one-time adjustment to its prices to reflect

the economic costs of postretirement benefits does not reduce the firm's ineentive to

control expenditures on those benefits. Third. because prices in unregulated markets

already reflect the economic costs of postretirement benefits. adoption of FAS 106 'Will
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not cause them to change. Hence the effect of FAS 106 on output prices is confined

to the regulated sector. and we estimate its effect on the rate of grov.rth of G~P·PI

to be less than 0.12 percent per year

II. BACKGROUND

In December 1990, the FASB issued a formal statement, "Statement of

Financial Accounting Standards No. 106" (FAS 106), acknowledging that the provision

of other post·employment benefits (OPEBs) is a form of deferred compensation and

that accounting for OPEBs should be changed from a cash to an accrual basis. Cash

accounting, which recoFjzes OPEB costs only when they are paid to retirees,

understates current costs and overstates future costs of employing any individual worker.

If the prices of a regulated finn are set to recover book costs, cash accounting for

OPEBs can lead to an intenemporal subsidy in which current ratepayers pay less than

the true cost of service and future ratepayers pay more.

Implementation of accrual accountina for OPas in 1993 means that going

forward, the OPEB liability will be recol"ized on the boola of the company when the

liability is incurred (i.e., while the employee is workina and qualifyina for the benefit)

rather than when the liability is actually paid (after the employee retires and receives

medical, den~ or life insurance benefits covered by the plan).2 1bis liability will

have several components. First, companies must account for the actuarial present value

2m Idditioa. 'AS 106 requires Wt the uarempip4 accumulated liability to Ictive IDd retired
workers for OPEB, be nmpiud either Us 1993 or amortized over aD Ic:ccptable tilDe period.

nera



of future OPEBs that are associated ~ith employees hired prior to 1993. For many

companies, this liability is a large fraction of their net wonh; thus FAS 106 permits

companies to amonize this liability over a period not to exceed 20 years. Second,

companies must recognize the expected present value of OPEBs to which active

employees become entitled in a given year. Annual interest on the entire OPEB

obligation is an additional expense to be recognized under accrual accounting for

OPEBs. Finally. accrued costs are reduced by the actual return on qualified plan

assets.

This change in accounting costs for OPEBs raises the following regulatory

question: With the adoption of FAS 106 by the FCC, what is the appropriate

regulatory treatment under the price cap plan of the change to accrual accounting for

OPEBs?

III. 11IE 11fEORETICAL BASIS FOR EXOGENOUS COST TREATMErr-.i

In this section, we show bow a Z.adjustment should be calculated in the

price cap formula Jiven that the firm bas experienced an exolenous change in costs

for which Z treatment is appropriate. To understand bow Z should be measured, we

must undentand where the annual price cap adjustment formula comes from and what

it is suppose~ to accomplish.

The purpose of the annual price cap adjustment is to insure that if the

reJUlated finn meets its productivity growth objective, its adjusted revenues will just

uack its costs every year. whatever the level of inflation happens to be. In the FCC
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price cap plan for Tier 1 LEes. we fIx a productivity target X annually observe

inflation measured by GNP-PI, and calculate Z-adjustments whenever appropriate so

that if the productivity objective is met, the allowed change in the regulated firm' 5

price will be close to its change in costs Thus, our explanation begins with the total

factor productivity (TFP) growth objective for the regulated firm. dTFP, which

represents the annual year-over-yearpercentage arowth in the regulated firm's TFP.

From the productivity growth target and the objective of having revenues track costs.

we derive below the annual price cap adjustment formula used in the FCC price cap

plan. Once we know how the variables GNP-PI, x., and Z in the plan are derived

and what they are supposed to measure, we can interpret them in the context of FAS

106 accounting changes

A. Price Cap TheorY

A basic identity in economic theory states that the rate of growth of TFP

is equal to the difference between the rates of growth of the firm's input prices and

output prices.' AppJyinl this rule to the reauJated telecommunications firm, we write

tip- • dw - 4TFP

where •• represents the annual percentaae chanle in the telecommunications firm's

output prices, and dw represents the annual percentqe chan&e in its input prices. To

Jor1.c price cap pia rar TICI' 1 LECs iIIduda • rlCtar daIt 1CCOU8t1 ror ..-traffic ICDSitive costs.
Wc iporc this tenD ill OlD' discussioa, siDce it is Dot pIrI or the tbcorcIic.aJ basis ror price caps.

~c show tbis rOl"lDalJy ill the Appe!ulix.
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raise or lower the firm's output price in order to track exogenous changes in cost. we

write

(1) dp • dw - dTFP + Z·

where dp represents the annual percentage change in the telecommunications firm's

output prices adjusted for exogenous cost changes, and Z· represents the unit change

in costs due to external circumstances, S Thus, to keep the revenues of a price cap

regulated firm equal to its costs despite inflation, the price cap formula should

(i) increase the firm's output prices at the same rate as its input prices less the target

change in productivity growth. and (ii) directly pass through exogenous cost changes.

Equation (1) "oks a great deal like the annual adjustment equation in the

FCC price cap plan: the allowed price change for the firm is set at a measure of its

input price change less its TFP growth adjusted for exogenous cost pass-throughs. If

GNP·PI were taken as a measure of the firm's input price growth and X were the

firm's 1FP growth wget, equation (1) would indeed be the same as the price

adjustment formula (apan for the adjustment for Dontraffic sensitive costs). However.

there are two erron in this interpretation:

1. The GNP-PI is a measure of national ouum' price growth,
DOt input price growth. So even if the resuIated firm is
• miaocosm of U.S. iDdustJy, GNP-PI is Dot an
appropriate measure of its input price growth"

2. X in the price cap plan is • tarlet TFP srowth rate for
the reJUlated firm relative to U.S. indusuy u • wbole (or

'Notc that r CaD be pcMiiM or DCpiM

'Recall that iIIput price p'owtb dil!'ers from output price IfOMII by die IfOWlh ill TFP. Only if
DTFP" were 0 could GNP·PJ be • lcod measure of utiOlll1 iDput price arowtb.
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relative to the TFP growth already embodied in the
GNP·PI). The change in TFP in equation (1) is the
absolute TFP growth for the regulated firm. Again, unless
U.S TFP growth is O. X is not equal to dTFP.

To get from equation (l) to the price adjustment formula, we must compare

the productivity growth of the regulated firm with the productivity growth of the U.S.

economy. The reason for this comparison is that it is difficult to measure input price

growth objectively, In particular, no competent pany outside of the industry, such as

the Bureau of Labor Statistics or the American Productivity Center, maintains an index

of telecommunications input prices. However. by comparing productivity growth of the

firm with that of the U.S. economy, the difficult measurement of input price growth

can be avoided.

For the C.S, economy as a whole, the existence of effective competition

implies that there are no long run excess profits. so the relationship among input

prices, output prices, productivity, and exogenous cost changes can be derived for the

nation as a whole in the same manner as it was derived' in equation (1) above:

(2)

where dpN is the annual percentage change in a national index of output prices; dw N

is the aDDUaJ percentale change in I national index of input prices; tlTFpN is the

annual chinle in the economy-wide total factor productivity, and zeN represents the

change in national output prices caused by the exogenous facton included in equation

(1). If we subtract equation (2) from equation (1), we see that
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or

(3) dp • dp'" - [ dTFP - dTFP'" + dw'" - dw ] + [ Z· - Z·'" ].

Equation (3) is the theoretical equivalent of the price adjustment formula. The allowed

price change for the regulated firm for a panicular year is given by:

1. the rate of inflation of national output prices tip"', (GNP-PI),

2. less a fixed productivity offset. X, which represents a target productivity
growth differential between the regulated firm and the U.S. economy,7

3. plus unit exogenous cost changes, written as the difference in the unit
costs of the exogenous change between the regulated firm and the U.S.
economy.

Simple algebra translates equation (3) into the formula that appears in the price cap

plan (again, apan for ~\., e adjustment for non-traffic sensitive costs):1

(4) R, • ~.1 x [ 1 • GNP-PI - X ] + Z

where R, represents the regulated firm's revenue in year t using base period quantities.

In words. the change in the regulated firm's output price that will just track

the change in its cosu, whatever the level of inflation, is equal to (i) the change in

a national index of output prices. less (ii) the difference between the change in total

factor productivity for the telecommunications firm and for the nation 85 a whole,'

'Tlais dift'1ICIIIiaJ is equal to tile diffucllCC betwea tile &rm ad u.s. TFP IfOMh fltes ODIy if the
rita of iDput price~ are tile UlDC for tile .. ad die aaboa: i.e.. if dw • dw". Evidencc
aupponiDa this auumptioD wu praated by Dr. Laurila 0riIac.uaa iD AppauIi'& f of AT"T', Commcnts
iD rapoue to the fCC', Ngtiq of pmgmed Bulspem, iD CC Docbt 17-313, &led October 19, 1987.
AccordiDa to Dr. OristCIIICD" c:aJaa1atioas, iDput COIl iDftatiaa far die BeD Syst_ IDd for the total U.S.
privatc doIDatic ecoDomy l\Vapd 4.5.. ad 4.6" rapecIM1y far me yan 1948 dIrou&b 1979.

'The equivalence rl cquaUOIlS (3) IDd (4) arc ahOWll iD the Appadix to tbis paper.

'Adjusted for posu"bJe dift'emJces between iDput price IfOMh talCi far the finD IDd thc ution.
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plus (iii) the difference between the effect of exogenous changes on the costs of the

telephone firm and on the costs of the nation as a whole. This equation is the

foundation of the price adjustment formula in the FCC price cap plan. In this plan.

GNP-PI and Z are measured annually. but X is fixed as the target amount by which

the firm's TFP growth should exceed U.S. TFP growth. If the firm exceeds its

productivity target, revenue growth will exceed cost growth and the firm will make

higher profits. If the firm falls shan of its productivity target, revenue growth will fall

shon of cost growth and profits will fall

B. AceQvnlinl CQst Chanles in the Price Cap FQrmula

Changes in the method of accounting for OPEBs will result in large cbanges

in accounting costs. However, accounting costs are different in principle from

economic costs. In this section, we examine the effects of a change in accounting

costs (such as the adoption of accrual accounting) on firms in competitive markets and

on regulated firms.

The single most critical economic fact in this case is that costs recognized

under FAS 106 accrual accounting for OPEBs reflect economic costs. Costs recognized

under cash accountina for OPEBs do not10 Two important consequences follow from

this fact. First, in unregulated markets. prices already reflect the economic casU of

10AccnaaJ ICCOUDliD& (or OPEl. atilData tbc prtICIIl value of die IiabiJky (or canal services
rcadcnd by a cmplo)a iD • pu year. To.CU1ft die IIbar ~poMal of __aatal cost (for I

aerWz), ODe would calculate the iDcrease ill penoe-laoun «(or dilfcreDt typeI or labor) caused by I

laypothelicaJ iDcrease ill de.ad. Eac:b .dditiouJ penoa-Iaour would add, to die UI&a1 COIl of the firm,
a amOUDt equal to the SUID or waps IDd beDefits. nae COlt of adclitioaal baaelits to the firm caused
by the .dcliliouJ penoa-laour is the prese1l1 value of the liability daat lIae .. apecu to pay It lOme later
date. That prueDl value is the COIl estimated by lc:auaJ ICCOUIItiq .ellaods.
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OPEBs, and the change from cash to accrual accounting will have no effect on prices

in those markets. Second, in regulated markets where prices are based on accounting

costs, prices do not reflect accrual accounting for OPEBs, and thus do not reflect

economic costs for services. When adopted for ratemaking purposes, the change from

cash to accrual accounting in regulated markets would move prices towards economic

costs and would remove the intergenerational inequities embodied in the current price

structure.

1. Utility Prices Should Reneet Economic Costs

There is general agreement among economists and regulators that public

utility prices should be based, to the extent possible, on economic costs. To an

economist, such prices are desirable because they promote economic efficiency. To a

regulator, cost-based prices tend to be just and reasonable because they insure that

customers pay their own way, in the sense of payina at Jeast as much for the

additional service they demand as it costs to produce that additional service. Previous

FCC actions (e.... the transition towards Oat-rate recovery of interstate non-traffic

sensitive cosu) are consistent with this pricing objective.

MOYinI AUTem prices towards QIrrent costs increases efficiency and reduces

an interlenerationa] inequity. This inequity Items from reJUlatory practices that

inappropriately defer cost recovery into the future, reduciDJ current prices below

current economic costs while raising future prices above future economic costs. Such

practices include cash accounting for pensions or OPEBs, and the use of overly long

depreciation lives instead of economic depreciation lives for capital recovery. The
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resulting prices are inequitable because future ratepayers are burdened with the cost

of services consumed by current ratepayers. They are also inefficient because

(i) ratepayers never face proper incentives for choosing among services, and (ii) utilities

never face the same costs of providing OPEBs as unregulated firms.

Under the FCC price cap plan. the initial rates are taken to be just and

reasonable. The FCC observed in its Second Bepon Ind Order, CC Docket 87·313,

(October 4, 1990):

•...LEC interstate access rates, as they existed on July 1, 1990 and
were adjusted by an Erratum, [footnote deleted] are the most
reasonable basis from which to launch a system of price cap
regulation: p 97.

These initial rates refle cash accounting for OPEBs. Thus, the price cap index must

be adjusted to align prices under price caps with economic cosu.

1. Accrual Accounting Costs ror OPESs Are EcoDomic Costs

The economic cosu of hiring an additional worker are liven by the sum of

wages paid and the present value of expected pension and OPEB expenses for that

worker. OPEB expenses measured under cash accounting are of no use to a manager

tryinl to decide how many worken to hire or what mixture of salary and benefits to

offer. They are irrelevant because expenses for OPEBs under cash accounting are

determined by the medical experiences of people who are not currently working. In

. unreawated markeu, managen hire worken until the value of the additional output

of the last worker just equals the additional cost of hirinl that worker. The cost of

hirinl a worker is the sum of the costs of waaes, pensions, and OPEBs. Competitive
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pressures prevent managers from treating the costs of pensions and OPEBs as an)1hing

other than the present value of the expected cost of that benefit.

3. Prices in Unregulated Markets Renect Accrual Accountinl Cor OPEBs

In economic theory, a firm that used cash accounting for OPEBs in making

decisions could not survive in competitive markets. Today-when cash accounting costs

for OPEB are low--the firm would hire too much labor, include too large a component

of OPEBs in its compensation offers to prospective employees, and price its produCts

below their profit-maximizing levels. In the future-when cash accounting costs for

OPEBs are high--the firm would hire too little labor, include too small an OPEB

component in its co~~ ::1Sation mix, and price its product above the true profit

maximizing levet As competitive forces move prices towards incremental cost, prices

could no longer reflect cash accounting for OPEBs.

Even in unregulated but non-competitive markets, output prices would still

reflect accrual accounting for OPESs rather than cash accountina. An unregulated

monopolist that used cash accounting for OPEBs in makiDJ decisions would also hire

the wrong amount of labor, offer an inefficient mix of waaes and benefits, and price

its product incorree:tly. If unregulated monopolists manaae their affairs so as to

maximize economic profits, their input decisions and output prices will reflect accrual

accounting fOT OPESs. Thus a change in accounting standards from cash accounting

to accrual accounting for OPEBs should not chan&e prices in unregulated markets,

irrespective of the desree of competition in those markets.
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Empirically, there is abundant evidence showing that shifts in accounting

standards have negligible effects on finns in unregulated markets. A search of the

empirical literature (see Section IV) examining the effects of the 1987 FASB change

in the method of accrual accounting for pension benefits revealed no evidence linking

stock prices and pension accounting changes, Thus in unregulated markets, additional

OPEB accounting costs have been recognized by the corporations in prices and by

financial analysts as a liability of the finn. The accounting recognition of these costs,

therefore, has no impact on the financial situation of the firms. Accounting costs,

however, have determined prices for regulated firms, from which we conclude that

OPEB expenses are currently (before adoption of FAS 1(6) treated differently for

pricing decisions by mar 2.gers of regulated and unregulated firms.

4. Cash Aeeountinl for OPEBs Distorts Competition In Labor and
Telecommunications Seniee Markets

Regulated and unregulated firms compete for workers in the labor market,

and with prices set by cash accountinl for OPEBs, reauJated firms face different

incentives to offer wqes, pensions, and OPEBs to worken than those of unregulated

firms. With competition (or telecommunications services, the consequences of this

distortion are even arelter. Price limiu for reaulated firms in competitive markets

today are set through • price cap fonnula whose stanin& point was based on cash

accountina cosu for OPEBs. Competitors' prices are determined by their economic
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costs which include OPEB costs as measured by accrual accounting. 11 As interstate

access sefVices become more competitive.. it is essential that regulatory distortions in

pricing be removed.

While any depanure from economic costs sends the wrong signals to

ratepayers, the adverse consequences are much greater when a utility faces growing

competition. In the case of a monopoly utility, the inappropriate deferral of cost

recovery produces prices that are too low early on, but too high later. These price

signals will cause too much service to be consumed in the earlier period and too little

later on. However, for the amount of service provided in each period, there is no

reason to believe that t~e utility's incentives to produce efficiently are distoned.

When regulated markets are opened to competitive entry, the inefficiencies

from inappropriate timing of cost recovery become more imponant. There are two

reasons for this observation. First, since true economic costs play a crucial role in the

terms and conditions for competition, any deviation from true economic cost in the

measurement of the incumbent utility's cost can diston the competitive process. For

example, if the price floon for competitive services are based upon inappropriate cost

rec:oveJY usumptiODS, they could be too low in an early period and too high later on.

Such aD outcome could frustrate the objective of the most efficient firm being able to

provide competitive services.22

ILnus phrase UouJd DOt be tUa to imply tUt Paci& Bell', competiton wiD quickly moyc to fuDd
OPES, 01 to cIwap tMir prica wit.. tIaey .. eMir ICCO'U'rinI III UDrtp1ated markets, prices are
let by tlte market uuI by the IeYc1 01 "PI-is CCIIU. InapecIive 01 a~Daa COIMIltiODS, economic
forea will dIM tbc finD', prices towards a IeYc1 caMistlDt widl accruaJ ICCOUDtiaa for OPESs.

11'he iDaemeDtaJ COlt for a rea aervice iDdudes u a labor COIDpoDCDt, tlte accrued OPES
apeua auoc:iated willa t1te labor Deeded to pI"OYide tUt acnice, but it doea Dot iDdude uy of the
bisloricaJ costs that 1f0lC &ca delerriDa recovery of COllI uaociated with previously provided services.
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Second, with competition and Incentive regulation, the FCC can no longer

guarantee recovery of deferred costs. In particular, the utility is at risk for the

recovery of the historical liability under incentive regulation. Failure to adjust price

ceilings to offer the utility the opportunity (l) to cover these historical costs and (2)

to recover the economic costs of ongoing operations under competition raises the real

possibility that the utility will never fully recover legitimately incurred costs of service.

5. ConcJusioD

To have a perceptible economic effect. an accounting change must cause a

change in some prices in the economy. In competitive markets, prices are determined

by the interaction of customer wants (demand) and costs of production (supply). A

change in accounting convention clearly has no effect on customer demands. If

accounting changes are to affect prices at all, they must affect the economic cost of

producing goods and services and thus the amount that firms are willing to supply at

a given price. Economic theory teaches that firms malee supply decisions on the basis

of economic costs. not accountin& costs. When a profit-maximizing firm decides

whether or not to hire an additional worker, it weiahs the value of the additional

output the worker produces against the additional cost that hiring the worker entails.
.

If the compensation packqe for a worker includes OPEBs, a profit-maximizing firm

would include the expected present value of OPES costs u a cost in its hiring

decision. A firm which iJDored OPEB costs would hire too many workers and would

experience higher than minimum costs in the lona run. A competitive firm that made

hiring decisions based on cash accounting fiJUres for OPESs would hire too many

workers today (when iu pool of accumulated retirees with OPEBs is small) and too

nera



16 -

few workers later (when its annual cash OPEB obligation is large). Competition In

the market-particularly entry from profit-seeking firms--drives prices towards economic

costs which in turn forces high cost firms to leave the market. Thus. in competitive

markets, the firm's supply curve--the amount of goods and services it is v.illing to

produce for a given price-must reflect the economic east of OPEBs regardless of their

accounting treatment. A change to accrual accounting for OPEBs would have no

effect on output prices in competitive markets: effectively, the accrual has already been

recognized by the market and is reflected in the market price. A similar analysis

shows that accounting changes would have no effect on non-competitive (but

unregulated) markets.

In regulated - -kets. however. accounting changes can have significant effects

on prices. The essence of the regulatory process is a connection between recognized

or adopted accounting costs and prices paid by ratepayers. A rate-of-return regulated

firm is entitled to an opponunity to recover its recognized accounting costs plus a fair

return on its investment. In the interstate jurisdiction-and most other regulatory

jurisdietions-casb accounting has been authorized by the Commission for OPEB

expenses. In contrast with unregulated markets, there are no forces at work in

regulated firms that require managers to recopUze economic costs. Thus, the regulated

prices which be,m the price cap regime for Pacific Bell were based on cash

accounting for OPEBs.

However. Pacific Bell's liability for OPEB benefits was being created while

employees worked, not when they retired-just as in unreJUlated markets. Cash

accounting resulted in prices which were equal to a measure of cost of service which
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understated the true current cost of using an employee to provide service. Only when

tbat employee retired and began using benefits, would cash accounting begin to

recognize those costs. Thus, the current cash accounting treatment for OPEBs leads to

intenemporal inequities in regulated markets in which future ratepayers will pay a

ponion of the costs of providing current services.

Adopting FAS 106 and recognizing the difference in costs as an exogenous

cost change would lead to the same price level that would have occurred if FAS 106

had been adopted before the beginning of price cap regulation. If FAS 106 had been

adopted while the industry was subject to rate of return reJUlation, the initial levels

of prices for price caps would have been set at a level to recover the amortization of

the historical liability f::. OPEBs prior to 1993 and the ongoing expense for OPEB

liability incurred in the current year In addition, since earnings are measured with

respect to accounting costs, if FAS 106 had been adopted before the beginning of

price caps, measured earnings for sharing with ratepayen would reflect economic costs

of OPEBs. Thus the prices (and measured costs) that would exist today if accrual

accounting for OPEBs had predated price cap regulation can be attained by adopting

an exogenous cost change for FAS 106

In summary, competitive forces drive prices toWards economic costs, but

reJUlatory ratemaJdng sets prices using adopted accountin& costs. In unregulated

markets, prices already reflect accrual accounting costs for OPEBs because those are

the actual economic costs. However, prices in replated markets have been (and are

currently) set to recover cash accounting costs for OPEBs, Dot accrual accounting costs.

Prices of rate-of-return and price-cap regulated firms thus entail an intertemporal
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misallocation of costs in which future ratepayers pay a portion of the economic costs

of current services. To correct this inequity. the accounting costs of the regulated

firm-and its prices--must be adjusted to recover each year's economic costs as they are

incurred and to amonize as quickly as possible the accumulated liability for past years'

OPEBs. For price-cap regulated firms. a Z-adjustment must be made to the price cap.

Subsequent to adoption of accrual accountinl by the FCC, if no price cap changes

were allowed. (i) the intenemporal cost misallocation would continue, and (ii) the

sharing mechanism would incorrectly transfer funds between shareholders and

ratepayers. A Z·adjustment would also lead to the same level of prices that would

prevail had accrual accounting for OPEBs been adopted prior to price cap regulation.

C. Exalenous Cost CbanBs In tbe PrIce Cap Formul.

In its decision implementing price cap regulation, the FCC recognized the

need to adjust the price cap to reflect exogenous cost changes.a The definition of

an exogenous cost chanle was Jiven in the decision:

-Ex0lenous casU are in leneral those cosu that are uillered by
administrative, leJislative or judicial action beyond the control of
the caniers.•.1bese casU are created by such evenu u separations
cban&es; USOA amendmenu; changes in transitional and long term
suppon; the expiration of amonizations; and the reallocation of
reJUlated and Donregulated cosu. _14

l'J:edcraJ CoauDuaicatioas CoauzUuiOll, $eqmd Bcppn gd Order. CC Docket 87·313, released
October 4, 1990, pp. 166.

I~.
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The adoption of FAS 106 is a change in accounting procedures, and the FCC price

caps decision recognizes such changes as exogenous events:

_·Changes in LEC costs that are caused by changes in Pan 32 of our Rules,
the Uniform System of Accounts (USOA), will be considered exogenous.
We make this classification on the basis that such changes are imposed by
this Commission and are outside the control of carriers. "IS

From the perspective of an economist, a Z-adjustment that changes prices

for price-cap regulated firms to reflect accrual accounting costs for OPEBs promotes

economic efficiency because it moves prices towards economic costs. However, changes

in wages (for example) for a regulated firm represent changes in economic costs, and

yet few economists would recommend that wage changes be accorded Z factor

treatment." In what sense then is the cost change from adoption of FAS 106

different from the cost change from a (hypothetical) wale increase?

like wages, OPEBs are an element of the compensation package for workers,

and Pacific Bell has roughly the same ability to raise or lower OPEB expenses as it

does to raise or lower wages. 17 What is beyond the control of the firm are (i) the

chanle in accountinl standards. and (ii) the build-up of an historical liability that has

resulted from cash accountina in the past. ChlDles in accounting standards clearly

have nothina to do with Pacific Ben management, and the historical liability represents

deferred compensation eamed by its employees (or serYices rendered in the past.

.~ JIIb. 168 (tOOlDOla omitted).

•'If cUqa ill wapi could be paued tlltouP to ratepayaI by aAIII of a Z.adjusUDcDt, the
replated finD would have little iDcative to CODtroJ the WIlli it paJI.

·'This ability i&, of course, .01 UIIlimiled. 'acit'ac lUres warten iD competitive labor markets, and
cbaqes ill o,a badiu atrecl iu ability to anfaCl aDd ._taUt ita warklorc:c.
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To understand how these accounting changes should be treated under price

caps, it is useful to separate the OPEB expense under accrual accounting in any year

into two parts:

1. the amortization of the embedded OPEB liability as of
1993, and

2. the on-going accrual associated with current year
employees.

Thus the difference between expenses under accrual and cash accounting can be

visualized as having two parts: the amortization of the embedded liability plus the

difference between accrual expenses for current operations and cash-based accounting

OPEB expenses.

The proposed 15 year amortization of the embedded liability can be correctly

treated as a pair of Z·adjustments, II just like any other amortization (e.g., inside wire

and the depreciation reserve deficiency in the FCC price cap plan). The costs in

question have already been incurred, and the liability has been quantified.

The second component of the difference :in expense streams can be

calculated as the difference between OPEB costs associated with current operations and

cash-based accountin& OPEB expenses. By manaJing its operations prudently after the

one-time 1993 Z factor adjustment, the firm can attempt to control the accrual for

OPEBs-just u total OPEB expenses under cash accounting have been treated as

endogenous expenditures under the price cap plan. If changes over time in this

l'ODe z..djUIUDat would be made ill 1993. IDd ID oftMttiaa Z..djUIUDCDI would be made fifteeD
reus later wbat tlle ..ortiDtioa apires.
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difference were passed through as annual Z·adjustments, the firm's incentive to manage

its OPEB costs prudently would be diminished.

.The proposed Z-adjustment in the price cap aligns rates and costs as if price

caps had been implemented with prices set using accrual accounting for OPEBs. That

one-time change adjusts for the fact (recognized exolenously in FAS 106) that the

prices under which price caps were impleme.nted did not ref]ee:t the true economic cost

of OPEBs offered to workers up until that time. After implementation of the Z factor

adjustment, OPEB expenses would again be under management control just like wage

expenses. Thus adoption of FAS 106 aligns accounting costs and economic costs, and

Pacific's proposed Z-adjustment would align its initial prices with economic costs.

With initial r:. '5 set at their appropriate level, Pacific Bell's management

would then have the incentive to manage OPEB expenses in the same manner as all

other costs." All else equal, if OPEB costs increase, Pacific Bell's earnings would

decrease, and vice-versa. These are the same risks and incentives faced by firms in

unregulated markets which compensate worken with siJiillar packages of wages,

pensions, and OPEBs. Z fae:tor treatment for FAS 106 cost changes would not

diminish the incentives of the firm to control its OPEB expenses. Thus, from an

economist's point of view, FAS 106 cost chanles meet the test for exoaeneity as used

in the theoretical derivation of the price cap formula.

I'm dais ...... PAS 106 COlt cbaqes arc IimiIIr to ICpIrIlioaa CGIt c:baapa, which are the
protorype aamplc 01 • aopDOUI COlt cbaqe. Bot.b typea 01 ..... 1ft cbapa ill ICCOUDtiq costs,
DOC CCODoaUc COIlS. III both cases. the firm WI CODUoJ future apcDdilures. NODCthelcu, separations
cIwIps arc treated u aopDOUI COlt c:ha.qcs because they aabk die repJator to c:haDIe prices ill
dift'craat jurisdiCliODL
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In this sense. FAS 106 cost changes are similar to separations cost changes,

which are_ the prototype example of an exogenous cost change. Both types of changes

are changes in accounting costs, not economic costs. In both cases, the firm retains

some control over future expenditures. Nonetheless, separations changes are treated

as exogenous cost changes precisely because they enable the regulator to change prices

in different jurisdictions:

•...we will require an exolenous cost adjustment for changes in
interstate costs for LECs that are caused by chanles in the
Separations Manual. As we explained in the Second further
Notice, these changes are imposed by rel'llators and are outside
the control of the carTiers...Regulatory decisions that are desianed
to produce just and reasonable rates must affect the cap in order
to ensure that the system results in rates that are just and
reasonable_ ~ 2

In the case of OPEBs. the FAS 106 accountinl decision must affect the cap in- order

to ensure that the price cap is based on economic costs.

D. ApplnD. tbe Price C.p Formul.

How should the Z.adjustment for the cbanae to accrual accounting for

OPEBs be calculated in the price cap formula? For the regulated firm, the difference

in 1993 expenses under FAS 106 and under cash accounting for OPEBs should be

estimated and expressed u • fraction of the total annual revenue requirement. For

the U.S. economy, a similar calculation should be made for those markets in which

accounting cost changes will lead to price chlnles which, in tum. will affect the growth

JOsecgpd Repan lad Order, CC Docket 87·313, reJcued OcIober 4, 1990, pp. 167.
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of G~P·PI. The difference between these effects determines the 1993 Z·adjustment

under price caps.

There are several ways in which this simple calculation may appear to

overstate the price change required to pass through the cost changes stemming from

the FAS 106 accounting changes. First, to the extent that FAS 106 changes affect all

U.S. firms, there may be some change in the GNP·PI associated with FAS 106, and

simply flowing through the firm's cost change would result in double-counting. The

derivation of equation (4) presented above makes it clear that only the difference

between the effect of FAS 106 on Pacific Bell costs and on U.S. average costs should

be passed through as a Z·adjustment. 21 The rest of the cost change stemming from

FAS 106 would be recovered from the assumed change in GNP-PI.22

A second apparent double-counting stems from the presence of prices of

medical services as a component both of GNP-PI and of Z, the firm's expected change

in costs stemming from FAS 106. If a Z-adjustment is made in 1993 (for example)

so that the price cap refleeu accrual accounting for OPEBs, that Z-adjustment will

become pan of the price cap that will be adjusted every year by GNP-PI - X. Since

the OPEB Z-adjustment already includes expected medical inflation, one might think

that the Z.adjustment should not be corrected in every future year for inflation.

Possibly it should be isolated from the price cap index in the future, so that,

21THt is, if III exoseDOUS C\'IDt led to • 1 pcrceDt reducUcxa iD GNP·PI uad • 4 perCCDt reduction
iD teJepbODe c:ampuy COIlS, r.be appropriate z..adj1lltlDeDl would be a 3 percat reduclioa Us price.

22 We &bowed abcM that tile c:haqe to accnaal ac:cauntiDa wu already reflected ill prices for
competitiYe markets. The impact of FAS 106 OD output pricca Us the CCODOaly will be approximately zero.
Thus tile appropriate Z..djUSUDCDt for the rqulated finD will be approximately its iDcrcase in '~W2tiD&

ezpclllCl
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effectively, it would not be multiplied each year by [1+ GNP-PI - X]. But that

would be wrong.

The actual OPEB cost incurred in 1993 .is a function of future medical

prices. If the OPEB Z-adjustment were made correctly in 1993, it would raise the

price cap to the level it would have attained if Pacific Bell had been under accrual

accounting for OPEBs alJ aJong.23 Because the Z-adjusted price cap in 1993

represents actual costs in 1993, it foIIows from equation (4) that all pans of the 1993

price cap must be multiplied by [1 + GNP·PI - Xl in 1994, or prices will no longer

track costs, assuming that the productivity objective of X is met.

A common error is to examine the price cap adjustment formula and

conclude that the G!'P·PI term compensates the regulated firm for inflation in the

price of its inputs, including medical services to retirees. If that were the case, then

compensating the finn for inflation of its 1993 OPEB Z-adjustment might appear to

be double-counting. However, the role of GNP·PI in the price cap adjustment formula

is llQ1 to measure and compensate the firm for input price increases. Rather, GNP-PI

is a measure of national outPUt price increases, and the price cap adjustment equation

assures us that if the firm meets its productivity wlet, its output price will have to

be multiplied by [1 + GNP-PI - Xl every year to keep prices equal to costs.

In summary, while compensating the reaulated finn for changes in cost due

to adoption of accrual accounting for OPEBs might at fint live the appearance of

doubJe-counting in several ways, it does not
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1. The s~itch to accrual accounting will affect the GNp·PI, but we showed
that the formula compensates the firm for the difference between the
effect of the accounting change on its prices and the GNP·PI.

2. The Z·adjustment is based on forecasts of future medical inflation. so
adjusting the OPEB Z·adjusunent component of the price cap for
inflation in future years may seem to be double-counting. However. we
showed that this argument misinterprets the role of GNP·PI in the price
cap formul~ and adjusting the entire price cap by (GNP·PI . X) in
subsequent years is necessary 50 that prices track costs.

IV. mE EFFECT OF FAS 106 ON PACIFIC BELL'S INTERSTATE PRICES

In this section. we combine the theory from the previous section with cost

estimates for OPEB expenses obtained from Pacific Bell. We are informed that, as

a result of adoption of accrual accounting for OPEBs in ]993, Pacific Bell's interstate

revenue requirement (as if it were rate-of·retum reaulated) would increase by 529

million in 1993. We show that the effect of FAS 106 on the prices of other firms in

the economy is small so that the effect of the chanle to accrual accounting on the

growth of GNP-PI is very small (less than 0.12 percent). Thus Pacific Bell's price cap

must also increase by close to 529 million (more than 527 million, as discussed below)

so that its prices wiD cover its costs. and the intertemporal inequity by which future
•

ratepayers pay for current services will be eliminated.
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A. The ["eet of [AS 106 on Pacinc Bell Costs is Approximately 1.92 Percent

A shift to accrual accounting for OPEEs would lead to an increase in 1993

expenses. primarily because of the amortization of the historical OPEB liability. When

the amonization expires after 2008, there will be a symmetric reduction in expenses

under accrual accounting relative to cash accounting. For a rate-of-retum-regulated

firm, this shift in expenses would generate a similar shift in prices, reducing the inter-

generation inequity. To insure that the change to accrual accounting for OPEBs also

eliminates the inter-generation inequity for price-cap-regulated firms, we must pay

special attention to how the annual Z factor adjustments are made.

The Z-adjustment to prices to account for FAS 106 should equal the change

in expenses attributable FAS 106. In tum.. the change in 1993 expenses attributable

to FAS 106 would equal the change in revenue requirements resulting from the change

from cash to accrual accounting for OPEBs.~ Specifically, let A, be the incremental

revenue requirement for OPEEs in year t under accrual accounting and C be the

incremental OPEB revenue requirement under cash accounting. Then the 1993

proportional expense change 4£1'" would be

(5)

)6p.cific BeU', iDterstate apeDSel for OPEls reflect pInial implematltioa of accrual ICCOUDtiDa

Us that Pacific BeU iI CUlTeDtIy uaiDa tu-dc.duet.ible fuDdiaa Ydaida for OPEaL TbU&, the ch&Dgc in
apeues represau the effects 01 full ilDpJeJDCAlatiOD 01 .caouaJ 1CCOIDItiq.
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